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BEFORE THE STATE HOARD OF EQUAZIZATICN
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
TWNE, | NC. )

For Appel |l ant: St ephen Ravel
Attorney at Law

For Respondent: Carl G Knopke
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Twine, Inc., agairist
. a proposed assessnment of additional franchise tax in the
amount of $25,794 for the period May 1, 1977, through
Decenber 31, 1977
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Appeal of Twine, Inc. .

The question presented for decision is whether
appellant is required to recognize the gain realized from
the sale of a partnership interest during the 12-month
-period following its adoption of a plan of conplete
|'i qui dati on.

Appel lant Twine, Inc., was a wholly owned
subsidiary of Presentaci ones #Musicales, S. A (hereafter
"PMSA™), a Pananmani an corporati on. On Decenber 20, 1976,
appel l ant adopted a plan of conplete |iquidation under
Revenue and Taxati on Code sections 24512-24514. On
Decenber 12, 1977, appellant sold its partnership
interest in Lafayette Properties to 21 R o Devel opnent
Conpany, an unrelated conpany, for $325,6000. Since
appel l'ant had a negative basis of $110,936 in the
partnership, the sale resulted in a realized gain of
$435, 936. Following the sale, but before December 20,
1977, appellant nade the final distribution of its assets
to its parent corporation.

On its final franchise tax return, appellant
did not recognize the $435,936 in gain on the grounds
that the sale of its partnership interest occurred during ‘
the 12-month period of a plan of conplete |iquidation
adopt ed under Revenue and Taxation Code section 24512.
Respondent determ ned that appellant was required to
recogni ze the gain because Revenue and Taxati on Code
section 24514, subdivision (b)(l), provides that non-
recognition of such gain is not permtted when the parent
corporation does not recognize gain on the receipt of its
subsidiary's assets pursuant. to a plan of complete |iqui-
dation under Revenue and Taxation Code section 24502.
A?pellant argues that it is entitled to nonrecognition
of the gain because section 24514, subdivision (b)(2),
governs the transaction rather than section 24514, subdi-
vision (b)(l). Because of the stock basis allocable to
the partnership interest. anpellant contends that section
24514, subdivision (b)(2), would all ow nonrecognition of
all the gain.

In order to fully understand the respective
positions taken by appellant and respondent, it iS neces-
sary to first give a brief overview of four statutes,
Revenue and Taxation Code sections 24512, 2450.2, 24514,
and 24504, and to explain their interrelationship.

Revenue and Taxation Code section 24512 states
that when a corporation adopts a plan of conplete liqui- .
dation and distributes its assets within the 12-month

period beginning on the date of the adoption of the
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plan, then the corporation will recognize no gain or |oss
fromthe sale or exchange of its property within the 12-
month period. The effect of this section is to elimnate
any tax at the corporate level and tax only the share-

hol ders on |iquidation.

Revenue and Taxation Code section 24502
provides that if certain conditions are nmet, a parent
corporation will not recognize gain or |oss on the
recei pt of property distributed in conplete |iquidation
of a subsidiary. Briefly, these conditions are: (1) the
corporation receiving the property nust own at |east 80
percent of the distributing corporation's stock; (2)
there nmust be a conplete cancellation or redenption of
all of the stock of the distributing corporation; and (3)
the transfer of the property mustoccur within certain
time limts. The parties agree that appellant's
l'iquidation nmet the requirenents of section 24502,

Up to this point, the conbination of sections
24512 and 24502 woul d all ow nonrecognition of gain at
both the corporate |evel (subsidiary) and the sharehol der
| evel (parent) under a qualified |iquidation. However,
Revenue and Taxati on Code section 24514, subdivision
(b)(2), provides that section 24512 does not apply to the
I'i qui dation of a subsidiary corporation under section
24502 when the parent's basis in the subsidiary's assets
I's determ ned under Revenue and Taxation Code section
24504, subdivision (b)(l). Section 24504 governs the
basis of property received in |iquidations. Section
24504, subdivision (b)(l), provides that a corporation
recei ving assets in a section 24502 |iquidation takes
themat the basis they had in the hands of the trans-
feror, except when section 24504, subdivision (b)(2), is
appl i cabl e. Section 24504, subdivision (b)(2), provides
that if its ternms are net, then the distributee's basis
in the property will be the adjusted basis of the stock
with respect to which the distribution was made. Thus,
section 24504, subdivision (b)(l), provides for a
carryover basis, and section 24504, subdivision (b)(2),
provides for a cost basis.

This brings us to the crux of the dispute
between the parties. Respondent contends that PMSA's
basis in appellant's assets is governed by the carryover
basi s provision of section 24504, subdivision (b)(l).

This neans that the limtation provision of section

24514, subdivision (b)(l), operates to deny appellant the
nonrecogni tion provision of section 24512. Appellant, on
the other hand, contends that PMSA's basis in appellant's
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assets is governed b% the cost.basis provision of section
24504, subdivision (b)(2). Because of the stock basis it
has allocated to the partnership interest, appellant
contends that section 24514, subdi vi sion (b)i}),»would
operate to allow nonrecognition of its gain. Thus ,

we nust determ ne whether PMSA's basis In appellant's
property is properly conputed under section 24504,

subdi vision (b)(l) or subdivision (b)(2).

As discussed above, section 24504, subdivision
.(b)(l), provides for a carryover hasis, while subdivision
(b)(2) provides for a cost.basis. "To qualify for
cost treatnment, subdivision (b)(2) requires that the
stock of the subsequently |iquidated corporation be
acquired by "purchase." Section 24504, subdivision
(b)(3L, defi nes "purchase" for the purposes of '(b)(2)
in subparagraphs (A), (B), and (C). -Subparagraph (C)
provi des that "purchase" does not include stock ™acquired
from a person the ownership of whose stock woul d, under
Section 24497(a), be attributed to the person acquiring
such stock." Respondent contends that under Revenue and
Taxation Code section 24497, subdivision (a)(2)(a),
appellant's stock was attributable to PVMSA at the tine
PMSA acquired appellant's stock; therefore, the stock was
not "purchased" for the purposes of section 24504,
subdi vision (b)(2).

1/ In the appeal year, Revenue and Taxation Code section
24514 read in pertinent part:

(b) In the case of.a sale or .exchange
follow ng the adoption of a plan of conplete
liquidation, if Section 24502 applies wth
respect to such liquidation, then

(1) If the basis of the property of the
l'iquidating corporation .in the hands of the
distributee is determ ned under Section 24504
(b) (1), this section and Sections '24512 and
24513 shall not apply; or

52) |f the basis of the property of the
l'iquidating corporation in the hands of the
distributee is determ ned under Section 24504
&béaz), this section and Sections 24512 and

4513 shal | aﬁplﬁ only to that portion (if any)
of the gain which is not greater than the excess
of (A) that portion of the adjusted basis
(adjusted for any adjustnment required under the
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In the appeal year, Revenue and Taxation Code
section 24497, subdivision (a)(2)(A), provided in
pertinent part:

(2) If 50 percent or nore in value of the
stock in a corporation is owned, directly or
indirectly, by or for any person, then--

(A) Such person shall be considered as
owni ng the stock owned ... by or for that
corporation

1/ Cont.

- second sentence of Section 24504(b)(2)) of the stock
of the liquidating corporation which is allocable,
under regul ations prescribed by the Franchise Tax
Board, to the property sold or exchanged, over (B)
the adjusted basis, in the hands of the |iquidating
corporation, of the property sold or exchanged.

2/ Revenue and Taxation Code section 24504, subdi vision
(b), states, in part:

(b)(l') If property is received by a
corporation in a distribution in conplete
l'iquidati on of another corporation (Within the
meani ng of Section 24502(b)), then except as
provi ded in paragraph (2), the basis of the
property in the hands of the distributee shal
be the sanme as it would be in the hands of the
transferor. |f the property is received by a
corporation in a transfer to which Section
24502(c) applies, and if paragraph (2) of this
subdi vi si on does not apply, then the basis of
the property in the hands of the transferee
shall be the same as it would be in the hands
of the transferor.

(2) If property is received by a corpora-
tion in a distribution in conplete |iquidation
of another corporation (wthin the neaning of
Section 24502(b)), and if--

(A) The distribution is pursuant to a
plan of |iquidation adopted--

(i) On or after Decenber 31, 1954; and
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Respondent contends that appellant's tax return for the
i ncome year ended April 30, 1974, and each subsequent tax
return until the sale at issue, shows that PMSA was the
sol e sharehol der of California Aesthetics, Ltd., appel-
| ant's sol e shareholder. Further, appellant's tax return
for income year ended 1977 reported. that appellant's new

2/ Cont.
- (ii) No nmore than two years after the date
of the transaction described in subparagraph (B)
or, in the case of a series of transactions, the
ate of the last such transaction); and

(B) Stock of the distributing corporation
possessing at |east 80 percent of the total
coinkined voting power of all classes of stock
entitled to vote, and at |east 80 percent of
the total nunber of shares of all other classes
of stock (except nonvoting stock which is
limted and preferred as to dividends), was
acquired by the distributee by purchase (as
defined in paragraph (3) during a l2-month
period beginning wth the earlier of--

(i) The date of the first acquisition by
purchase of such stock, or

(ii) If any of such stock was acquired in
an acqui sition which is a purchase within the
nEanin% of the second sentence of paragraph
(3), the date on which the distributee is first
consi dered under section .24497(a) as owning
stock owned by the corporation from which such
acqui sition was made

then the basis of the property in the hands of
the distributee shall be the adjusted basis of
the stock with respect to which the distribution
was made.

(3) For purposes of paragraph (2)(B), the
term "purchase'" means any acquisition of stock,
but only if--

* * %

(© The stock is not acquired froma
person the ownership of whose stock woul d,
under Section 24497(a), be attributed to the
person acquiring such stock.
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parent, PMBA, was still the sole sharehol der of
appellant's prior parent, cCaliforaia Aesthetics, Ltd.
Thus respondent contends that appellant's new parent

bought appell ant from its own subsidiary. Appellant does
not dispute these facts.

We find that pMSA constructively owned appel -
lant by virtue of its loo-percent ownership of California
Aesthefics, Ltd. Therefore, its acquisition of appel-
lant's stock was not a "purchase" under section 24504,
subdivision (b)(2), and its basis'nust be determn ned
according to section 24504, subdivision (b)(l). Since
the basis of the stock is determ ned according to section
24504, subdivision (b)(l), section 24514, subdivision
(b)(1), is applicable, and appellant does not qualify for
nonrecognition on the sale of its assets under section
24512.

Appel l ant argues, in the alternative, that it
is entitled to nonrecognition of gain because PMSA failed
to secure an advance ruling under Revenue and Taxation
Code section 24561. Section 24561 provides that in
certain specified corporate transfers, including conplete
li qui dations of subsidiaries, a foreign corporation wll
not be considered a "corporation” in determning the
extent gain is recognized unless there is a showing to
the Franchise Tax Board that the transfer is not in
pursuance of a plan having as'one of its principal
Burposes the avoi dance of taxes. Appellant contends that

ecause no ruling was obtained, PMSA cannot be considered
a corporation. Therefore, appellant maintains that
section 24502 does not apply to the liquidation. I|f
section 24502 does not apply, then the limtation of
section 24514, subdivision {b)(l), al so does not apply,

and, under section 24512, appellant's gain wll not be
recogni zed.

Respondent replies that section 24561 was
enacted to conbat tax avoi dance through the use of
foreign corporations and was not intended to provide
an additional vehicle for tax avoi dance.

I n Revenue Ruling 76-90, 1976-1 Cum Bull. 101,
the Internal Revenue Service was presented with the
I dentical argunment propounded bK aPpeIIant. The Service
concl uded that section 367 of the Internal Revenue Code,
the federal counterpart to section 24561, was not
intended to allow taxpayers an option to escape tax
consequences that would otherwi se follow but for the
application of that section. The Service ruled that a
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subsidiary is not entitled to utilize the failure to
secure an advance ruling under section ,367 to avoid
recognition of gain on the sale of an asset pursuant to a
plan of conplete liquidation. W agree with this

concl usi on. Further, tenporary Treasury regulation
section 7.367(a)-1(g) provides:

Failure of the taxpayer to. request a ruling
under section 3,67(a)(f) may not be used by the
taxpayer to its advantage. In those situations
whi ch” t he Conmi ssi oner deens appropriate, a
foreign corporation will be treated as a corpo-
ration even in the absence of a ruling request.

Regul ati ons under the Internal Revenue Code govern the
interpretation of conformng state statutes in the
absence of regulations of the Franchise Tax Board. (Cal.
Admin. Code, tit. 18, § 26422.) W sustain respondent's
determ nation that appellant be treated as a corporation.
Therefore, section 24502 is applicable, and the gain from
appellant's sale is subject to the limtation of section

24514, subdivision (b):(1).
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T | S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Twine, Inc., against a proposed assessnent of
addi tional franchise tax in the amount of $25,794 for the
period May 1, 1977, through Decenber 31, 1977, be and the
sanme i s hereby sustained.

Done at Sacramento, California, this 12th day
O Septenber , 1984, by the State Board of Equalization,
with Board Members M. Nevins, M. Dronenburg, M. Collis
and M. Bennett present.

Ri chard- Nevins , Chai rman
Ernest J. Jrananhurg, Jr. | Menber
Conway H Collis ,  Menber
. WIlliam M Bennett » Menber
_______ - » Menber
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